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Editor’s Notes

Points In Time

“At this point in time,’’ the term
paper reads, “accounting standards
are too complicated.” So is the
sophomore’s grammar. “At this point
in time” is redundant, implying an in
fallible, almost oracular statement to
follow and is much favored by stu
dents, politicians and others who
aren’t sure of their facts. An econom
ical “at this time” says it with
assurance and grace. So does “at
this point” if the writer has estab
lished that the reader is to consider
time and not space.
Time considerations, however, are
twisted with uncertainty. Perhaps the
naivete of “this point in time”
shouldn’t be so quickly scorned after
all because simplistic minds do have
intuitive awareness of the flowing,
indivisible, unstoppable concept of
time. In reaching for boundaries they
cautiously overbuild the fences.
Accountants have a precarious
truce with time concepts which
starts as early as the introductory
course of instruction. The novice
must accept a cut-off date for finan
cial statements but it isn’t easy to
think of dollars being owed to the
company on January 31 when the
February 2 cash journal shows that
the customer has paid the bill in full.
And when is an asset not an asset?
“When it is no longer a source of
future service,” says the pedant. A
dead battery in the car on a sub-zero
morning is a pertinence more chill
ing than the academic language, but
both are linked to the passage of
time.
Things have been warping, rot
ting, rusting, evaporating, losing
their cutting edge, leaking and fall
ing over ever since the Iron Age but
depreciation was not a clear con
cept in the literature of accounting
before 1800. In the latter part of the
nineteenth century regular ap
praisals, the inventory method, did
acknowledge that time had made its

mark and the productive assets were
no longer as good as new. Before
the 1900s only the more sophisti
cated businesses adopted a regular
deduction of a percentage of the
cost of assets.
Time oriented accounting
measurement is tangled with the
solar system’s indifference to the
numbering systems of humankind.
Divisions of earth time never quite
work out with the numbers of com
merce because the 365 days, 5
hours, 48 minutes and 46 seconds
that our world requires to revolve
about the sun do not divide neatly by
ten, or twelve, or any other whole
number except one. Banks have
tried a thirteen month calendar with
scarcely any efficiency over the
twelve months that approximate the
periods from new moon to new
moon. Back in 432 B.C. the Greeks
adopted a nineteen year cycle
because in that length of time lunar
cycles and solar cycles became syn
chronized again, and the system was
so popular that it was engraved in
gold upon a tablet in Athens. If
golden cycles were still in use might
we be amortizing intangible assets
in not more than two (2x19) golden
periods?
We are in January because that
was what the Romans named the
time that followed the winter solstice
when the sun appeared to start
toward the earth again and
agriculture could foresee a fresh
start. Janus, the Roman god of
beginnings, looked forward and
backward which is consistent with
time itself. He would have smiled
knowingly at the accounting profes
sions debate about the components
of net income: should income
generation be shown as having
origins in this year only, or should
last year’s decisions and exogenous
events be disclosed? Can we con
sider an event as recurring, or once
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in a lifetime, part of the times, or
atypical? Janus would have under
stood prior period adjustments,
although even a deity would have a
hard time with the nuances of in
come tax effects related to the
operating loss carry-forwards of
purchased subsidiaries. And that
two-faced old god who looked back
ward and forward simultaneously
would have a Roman holiday laugh
ing at the efforts of FASB No. 33 to
update historic cost to current cost.
Calendars vary with cultures.
Mohammedan, Judaic and Oriental
calendars differ from the Gregorian
which has been almost universally
adopted by business around the
world. For accounting purposes,
however, a reporting year is tied to
the specific business as surely as all
early calendars were tied to the
rhythms of agriculture. A fiscal year
frequently can provide more logical
and convenient portrayal of a given
business than a calendar year, while
every now and again neither fiscal or
calendar year can give a complete
measure of the flow of beginning
cash to the end cash results of a
business. The Gregorian calendar
was satisfactory for early Roman
wine drinkers, but they never heard
of the aging cycles of modern distill
eries, or of burley mellowing slowly
in Kentucky’s tobacco barns.
Present value concepts further
complicate the accountant’s truce
with time. Years flow by ineluctably,
steadily, but the interest rate is er
ratic. Predicting the value now of a
related value in the future is like aim
ing from a moving ship at a balloon
in a gale. But we try. At this time ac
countants try to reconcile business
activities with the calendar by their
whole array of depreciation, amor
tization, prior period and price level
adjustments, accruals, deferrals,
prepaids, operating cycles and dis
counted future cash receipts. At this
point in the profession’s history we
are, as always, trying to perfect our
practice.

Tax Law And Women
Implications Of The 1981 Tax Act

By Gary L. Maydew and Paula C. Morrow

The financial press is quick to
identify and report on the impact of
tax law changes on various special
interest groups, e.g., the oil industry,
agriculture, and those on fixed in
comes. However, the impact on
women of tax law changes is less
frequently mentioned. It appears that
tax specialists, while they spring
readily to the defense of their in
dividual client’s tax shelters, rarely
get very animated about the tax in
terests of women. Accordingly, the
purpose of this paper is to identify
and critique several recent federal
tax law changes that have affected
women. Five areas of tax law will be
reviewed: child care expenses, the
marriage tax penalty, alimony, de
pendency deductions for children of
divorced taxpayers, and estate and
gift tax law.

Child Care Expenses
The Law
Prior to 1976, taxpayers could
derive a tax benefit from child care
expenditures only by itemizing
deductions.1 The maximum per
missible deduction was rather insig
nificant until 1971 when the Revenue
Act of 1971 greatly increased the
maximum possible deduction. It was
increased again in 1975.
The Tax Reform Act of 1976 elimi
nated the deduction for child care

and substituted in its place a 20%
tax credit. The credit was limited to
$200 for one child or other eligible
dependent and $400 for two or more
care recipients.2 The Revenue Act of
1978 contained an amendment
which allowed the credit to be taken
for payments to relatives.3
The Economic Recovery Act of
1981 (hereafter the 81 Act) greatly in
creased the maximum possible cred
it, from $200 to $720 for one child,
and $400 to $1,440 for two or more
children.4 However, a limited phase
out of the tax benefit was again im
posed. In essence, there is now a
base credit percentage of 20% of the
employment-related expenses. Tax
payers with an adjusted gross in
come of $10,000 or less may get as
much as a 30% credit, but this is
reduced by 1% for each $2,000 of
child care expense in excess of
$10,000. Figure 1 graphically depicts
the new child care credit available to
taxpayers in 1982.

A Critique
The net effect of the 1976 changes
in child care was not beneficial to
most taxpayers. While in theory the
substitution of the credit for the
deduction appeared to achieve
greater progressivity, it was
achieved only at the extreme lower
parts of the tax bracket. For exam

ple, in 1975 the marginal tax rate ex
ceeded 20% for single taxpayers at
the rather low level of $4,000 of tax
able income. In other words, assum
ing that the taxpayer could itemize
deductions, he or she would have to
have taxable income less than
$4,000 in order to receive more tax
benefit from the credit than he or she
would receive from the deduction.
Congress apparently felt that upper
middle income taxpayers were deriv
ing too much benefit from the deduc
tion. A look at the IRS’s own
statistics, however, indicates other
wise.5 Of the $1,331,364,000
deducted for child care in 1975, only
$551,892,000 was deducted by tax
payers with an adjusted gross in
come of $15,000 or larger and
$461,498,000 of that was deducted by
taxpayers with an adjusted gross
$15-20,000. Clearly upper middle in
come taxpayers weren’t benefitting
much in the aggregate. But were
upper middle income taxpayers
deducting much more per return
than lower level taxpayers? Again,
the facts indicate otherwise. Of those
deducting child care expenses, the
average deduction per adjusted
gross income level was as follows:
Child
Adjusted
Gross
Care
Deduction
Income
$874
$ 5- 6,000
6- 7,000
942
7- 8,000
896
8- 9,000
746
9-10,000
886
849
10-11,000
11-12,000
786
13-14,000
796
14-15,000
783
802
15-20,000
The 81 Act is a step forward in that
the limits have been raised to more
realistic amounts, and the sliding
scale percentage credit achieves
some progressivity. However, the
percentage allowed (20 to 30%) is
inadequate, and the credit should be
made a refundable credit, i.e. in
dividuals should be able to get a re
fund for part of their child care costs
if they owe no tax and therefore can
not derive any benefit from off-set
ting it against the tax they owe. Many
low income taxpayers with depend
ents do not generate enough in
come to reach the taxable level; con
sequently, the non-refundable credit
does not help them.
The child care credit is not availThe Woman CPA, January, 1982/3

FIGURE 1

Family Income
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able if married taxpayers file sepa
rately. This appears overly restric
tive, especially given the fact that in
some states (for example, Ohio)
state income taxes may be
minimized by filing separately.
Finally, credit provisions associ
ated with two or more children pre
sent an interesting paradox. First,
since marginal child care costs per
child frequently decrease (e.g., day
care centers often have family rates),
it seems illogical to permit a family
with two children to claim twice the
tax benefit of a single child family.
On the other hand, the rationale for
failing to provide pro-rated tax relief
for additional children is equally
unclear. The implication, intended or
not, is that the two child family is the
preferred family size.

Marriage Tax Penalty
The Law
A brief history of tax policies re
lated to income splitting will be
given in order to provide some
perspective to this complicated
issue. Prior to 1948, married tax
payers had no special rate schedule.
Since proportionately few wives
worked, the need for an income split
ting rate schedule would have been
slight were it not for the fact that
seven western states (and Loui
siana) were (and still are) com
munity property states. Since income
in a community property state is
legally owned half by each spouse
regardless of who earns the income,
married taxpayers in community
property states were able to split
their income and thus reduce their
marginal tax rates. In response to
this obvious inter-state tax inequity,
Congress in 1948 created a joint
return schedule which extended in
come splitting benefits to all married
taxpayers, regardless of the state
property laws.6
One result of the 1948 law was to
leave unmarried individuals at a dis
tinct disadvantage relative to mar
ried taxpayers. Hence, in 1969, Con
gress attempted to remedy the plight
of singles by creating an additional
rate schedule, which would enable
singles to pay less tax than married
people filing separately would pay.
But this law change, as is true of
many, had an unintended impact.
The tax result was to seriously
penalize couples with approximately
the same amount of income should

they marry. For example, a couple
with itemized deductions of 23% of
their adjusted gross income, each of
whom earn $30,000, would incur a
penalty of $2,166 by marrying. Em
barrassed by the obvious tax plan
ning recommendation of the mar
riage penalty, i.e., “living in sin,” the
Senate Finance Committee included
a provision in the 81 Act to reduce
the marriage penalty because “large
tax penalties on marriage under
mines respect for the family . . .”7
Starting in 1982, married couples
who both have earned income will
receive a deduction for adjusted
gross income of 5% of the lesser of
the qualified earned income of the
spouse on $30,000. The percentage
goes to 10% in 1983.

A Critique
In its attempt to alleviate the per
ceived tax inequities, Congress
achieved only a partial correction of
the tax inequity (in this case, the
marriage penalty). Moreover, these
half-hearted changes have the addi
tional effect of introducing even
more complexity into our tax laws.8
At present there are five different
tax rates depending on one’s filing
status. In 1968 there were only three
and in 1947 only one. What is a
possible remedy? Here are some
thoughts on the subject by a
respected economist:
“The practical effect of income
splitting is to produce large
differences in the tax burdens
of single persons and married
couples, differences which de
pend on the rate of graduation
and not on the level of rates.
Such differences are difficult to
rationalize on any theoretical
grounds,. . . .One of the major
reasons for acceptance of the
consequences of income split
ting may well be the fact that
personal exemptions do not
provide enough differentiation
among taxpayers in the middle
and top brackets. . . . The
source of the difficulty in the in
come-splitting approach is that
differentiation among families
by size is made through the rate
structure rather than the per
sonal exemption.9
A rational solution to the dilemma
would be to eliminate inequities as
sociated with family size by allowing
a single realistic exemption deduc
tion for each dependent and spouse.

The law implies that the twochild family is the preferred
family size.

Alimony
The Law

Women are usually recipients of
alimony. However, it is helpful in any
business negotiation to be aware of
the tax implications to the other
party. Hence, we will discuss the tax
implications to both payers and
receivers of alimony.

Payers of Alimony
The Tax Reform Act of 1976 con
tained a modest improvement (in an
indirect way) for divorced women.
The deduction for alimony paid was
changed from a deduction from ad
justed gross to a deduction for ad
justed gross income.10 This enables
payers of alimony to obtain a deduc
tion whether or not they are able to
itemize. Thus to the extent that a tax
savings if attained from this law
change, alimony payers would have
additional resources with which to
pay alimony.

Receivers of Alimony
There have been no recent
changes in the taxation of alimony
received. Periodic alimony (that
which will continue for an indefinite
period) is includible in gross in
come.11 On the other hand, property
settlements, even if paid in install
ments of up to 10 years, are not taxed
to the recipient.12 Also, payments
that are specifically designated as
child support are excludable from
gross income.13
The 81 Act does provide one small
benefit for recipients of alimony
which permits a person a deduction
for up to $1,125 of alimony receipts
which are contributed to an IRA. Pre
viously, non-working recipients of
alimony were not able to provide taxsheltered retirement savings since
alimony was not considered com
pensation income.
The Woman CPA, January, 1982/5

Divorce laws divide families
and create dependency
deduction disputes.

instituting punitive damages, or a
form of a welfare payment (i.e., a
payment necessary in order to pre
vent an elderly or unemployable
spouse from going on welfare). Out
of the above forms of alimony, only
punitive damages seem to be a
transfer that meets the usual defini
tions of gross income. Property set
tlements usually do not create a tax
able event to the recipients while
retraining and welfare payments are
transfer payments, and transfer pay
ments typically are not taxed.

Dependency Deduction
for Children of Divorced
Taxpayers
The Law
A Critique
In a larger sense, Congress has
failed to correct a basic inequity in
this area. We are referring to the fact
that periodic alimony payments are
taxed to the recipient. The rationale
for taxing the receipt of alimony is
that it constitutes a division of one
spouse’s income. This concept is at
best only partially true. Often
alimony is in substance either a form
of property settlement substitute, a
subsidy that enables the spouse to
retrain for the job market, a means of

Divorce creates divided families
and correspondingly creates dis
putes about who should receive the
dependency deduction for the
children. Section 152(e) and Reg.
1.152-4 contain the special rule
describing the dependency deduc
tion for children of divorced or sepa
rated parents. Generally, the custody
parent (the parent with custody for
the greatest portion of the year)
receives the dependency deduction.
However, the noncustodial parent,
usually the husband, can receive the
exemption if he either:

1. is entitled to the exemption ac
cording to the divorce decree
and provides at least $600 for
each child’s support or:
2. provides at least $1,200 for
each child’s support and the
other parent cannot verify hav
ing provided over 50% of sup
port.

Figure 2 depicts the sequence of cir
cumstances under which one may
legally claim the dependency deduc
tion. Moreover, there are additional
implications of this tax issue. First, in
order to qualify for head of house
hold filing status, a divorced parent
must have custody of any children
involved. Thus, even when the non
custodial parent provides over 50%
of child-related expenses and could
then possibly pay the claim depen
dency deductions for the children,
he or she would not qualify as head
of household. Meanwhile, the
custodial parent will likely qualify for
the head of household status. Some
taxpayers feel that an affluent non
custodial parent incurs a double or
even triple penalty under these
regulations: physical loss of
children, possible loss of dependen
cy deductions, and loss of the rela
tively favorable filing status of head
of household. Taxpayers cognizant

FIGURE 2
Decision Tree —
Dependency Deductions For Children Of Divorced Taxpayers
Is taxpayer the custody parent?
yes

no

Does the divorce decree give the taxpayer the exemption
deduction?

Does the divorce decree give the taxpayer the exemption
deduction?

No

Yes
Did the other party provide
both over 50% of support
and $1200 for each child?

no

Take
deduction

yes

Did the other party provide
$600 for each child?

yes

Do not take
deduction
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no

Yes

No

Did the taxpayer provide
$600 for the support of
each child?

yes

Take deduction

no

Did the taxpayer provide
over 50% of support and
$1200 for each child?

no

Do not take
deduction

yes

Take
deduction

of tax advantages associated with
the custody of children could seek to
minimize their taxes by allocating
child custody between the divorcing
parents. Barring other considera
tions for separating siblings, such
an outcome would seem to be an un
fortunate and unintentional by
product of current tax laws.

Inheriting Jointly-Held
Property-Estate Tax
Considerations
The Law
The most favorable impact on
women of the 81 Act was probably in
the area of interspousal transfers.
The 81 Act removed all restrictions
on the marital deduction for both
estate and gift tax purposes. Thus
one spouse can now transfer an
unlimited amount of property via
either gift or inheritance.14 Just as
importantly, the “fractional-interest
rule’’ for jointly held property was
repealed, meaning that only half of
the value of jointly-held property is
included in the estate at death, even
if the decedent contributed over onehalf of the cost of the property.15 The
new law is effective for gifts and
deaths after 12-31-81.
Prior to the 81 Act, wives who
worked with their husbands on a
family farm or business often found
to their dismay that upon the death of
their husband, all of the property
was considered to be owned by the
husband and was therefore all sub
ject to the estate tax. Before The Tax
Reform Act of 1976, the law provided
that “the entire value of jointly held
property is included in a decedent’s
gross estate unless the executor
submits sufficient evidence to show
that property was not acquired en
tirely with consideration furnished
by the decedent, or was acquired by
the decedent and the other joint
owner or owners by gift, bequest,
devise, or inheritance.16 In the case
of a family business or farm, the hus
band was considered to have fur
nished all of the labor and cash
unless the wife had outside earnings

which she put into the business. This
eventuality was referred to as the
“widow’s tax,” since upon the death
of the husband the estate tax
reduced the widow’s net wealth.
In response to complaints about
the “widow’s tax,” Congress incor
porated into The Revenue Act of
1978 a provision which allowed the
executor of the estate to exclude
from the taxable estate of the dece
dent a certain percentage of proper
ty held jointly with the survivor.17

A Critique
Although a partial remedy to the
problem of jointly-held property, the
78 provision was both uneven in its
impact and slight in its impact.18
Hence, the 81 Act represents a major
and dramatic tax law improvement
for women, perhaps the most impor
tant since 1913.

Recommendations

2Act Sec. 504 (a) (adding Sec. 44A), The Tax
Reform Act of 1976.
3Revenue Act Sec. 121 (amending Code
Sec. 44A), The Tax Reform Act of 1976.
4Act Sec. 124 (amending Code Sec. 44A),
The Economic Recovery Act of 1981.
5lnternal Revenue Service, Statistics of In
come-1975, Individual Income Tax Returns,
Washington, D.C., 1978, p. 56, Table 2.6.
6For an excellent discussion of the mar
riage tax penalty, the reader is referred to
Sommerfeld, et al., An Introduction to Taxa
tion, 1981 ed., Harcourt Brace Jovanovich,
Inc., Chapter 9.
7U.S. Congress, Senate Finance Commit
tee, Economic Tax Recovery Tax Bill of 1981,
Report, July 6, 1981, p. 32.
8ln the example previously cited, the 1983
deduction available to the married couple,
each of whom had $30,000 of income, would
remove only about one-third of the marriage
penalty.
9Joseph A. Pechman, Federal Tax Policy,
The Brookings Institution, 1966, p. 83.
10See Act Sec. 502 (amending Section 62)
of the Tax Reform Act of 1976.
11IRC Sec. 71 (a).
12IRC Sec. 71 (c).
13IRC Sec. 71 (b).
14Act Sec. 403 (Amending Section 2056) of
the Economic Recovery Act of 1981.
15Act Sec. 403 (Amending Sections 2040 (b),
2056, and 2053 and repealing Sec. 2040 (c) (d),
and (e)) of The Economic Recovery Tax Act of
1981.
16Reg. Sec. 20-2040-1 (Before amendment
by The 81 Act).
17See Act Sec. 511 (Amending Sec. 2040),
The Revenue Act of 1978.
18For a discussion of the ’78 provision and a
historical perspective on this issue, see Gary
L. Maydew, “Fractional Interests of Surviving
Spouses—Did the Revenue Act of 1978 Go
Far Enough?,” TAXES, June, 1979.

In examining the recent law
changes with respect to child care
expenses, the marriage tax penalty,
alimony, and taxes on jointly-held
property some progress has been
evidenced; but it is apparent that
much remains to be done. Since
Congress is very much a political
animal, it would seem that women
should exert more pressure on the
House and the Senate to amend
these laws. In recent years, taxation
has been used more and more fre
quently as an instrument for achiev
ing social change. There is no
reason why women should not use it
as a means to achieve some of their Gary L. Maydew, CPA, Ph.D., is as
goals until such time as men and sistant professor in the School of
women receive such equitable treat Business at Iowa State University. He
ment under tax laws that women will has previously published in TAXES
no longer constitute a special in magazine and other accounting and
business journals.
terest group.

Paula C. Morrow is an assistant pro
fessor of management at Iowa State
University in Ames. Her work ap
1 Although we refer to tax deductions and pears in the Journal of Applied
credits for child care by the popular “child
Psychology, the Academy of Man
care’’ designation, these regulations typically
agement Journal, and Women in
include the care of certain incapacitated per
Business.
sons as well as children.
NOTES
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New Light on
Investors’ Information
Sources
Financial Statements Vs. Financial Journals

By Lucia S. Chang

The research on investors’ infor
mation sources reported in this arti
cle has produced new data indicat
ing the importance which investors
and financial analysts place on
financial statements. In addition, the
data provide answers to a number of
questions about investors and their
use of annual reports, such as:

—Do investors relay on their own
analyses for buy/hold/sell deci
sions, or do they take the advice
of stockbrokers or friends?
—Is the pictorial material so
lavishly provided in corporate
annual reports a necessary
ingredient?

—Do investors know about the
availability of SEC 10-K reports?
—Are investment decisions made
on the basis of interim financial
statements?

A survey of individual and institu
tional investors and financial
analysts was conducted recently by
the author. A detailed question
naire was sent to over 4,000 in
dividual investors, nearly 1,000 in
stitutional investors and about 1,000
financial analysts in the United
States (U.S.), the United Kingdom
(U.K.), and New Zealand (N.Z.). In the
U.S., a mailing list of individual in
8/The Woman CPA, January, 1982

vestors was purchased from a list
company and was warranted to be
randomly selected from a master list
of U.S. individual investors. The U.S.
institutional investors were ran
domly selected from lists in various
directories and the financial
analysts from the professional direc
tory of that group.
The U.K. and N.Z. individual inves
tors were randomly selected from
the share register of a large public
company and a share registrar firm
respectively. Institutional investors
and financial analysts in the U.K.
were also randomly selected from
directories but the N.Z. samples
representing 142 analysts and 169
institutional investors were believed
to be a 100 percent sample of these
categories in that country.
The questionnaires were identical
except for minor adaptations to the
circumstances of particular groups
of recipients. This article reports on
the responses of the three groups
surveyed in the U.S., and comments
briefly on the results of the other two
surveys. The response rates for the
U.S. surveys were 29.2 percent for
individual investors, 34.5 percent for
institutional investors and 33.3 per
cent for financial analysts.
The questionnaires were in two
parts. The first half asked respond

ents to rate the importance of the
various sources of investment infor
mation available to them, and of the
different parts of the corporate an
nual report. It also asked investors
about their investment objectives,
and all respondents were asked
whether they wanted companies to
publish forecasts. The second half
elicited personal information of
three kinds: personal characteristics
(age, income, etc.), investment ac
tivity (number of trades, size of hold
ings, etc.) and knowledgeability
(education and occupation).
Some of the answers to the ques
tions posed above contain surprises:
—most investors place greater im
portance on financial statement
information than on any other
source.
—only 2 percent of individual in
vestors, 2 percent of financial
analysts, and none of the institu
tional investors, rated pictorial
material important.
—virtually all institutional inves
tors and financial analysts and
81 percent of individual inves
tors know of the availability of
10-K reports.
—about 35 percent of the in
dividual investors, 61 percent of
the institutional investors and 70
percent of the financial analysts
claimed to have made common
stock investment decisions or
recommendations during the
previous year on the basis of
interim financial statements.

Investor Characteristics
and Objectives
The study confirms previous
research which revealed that in
dividual investors are not a
homogeneous group. There are wide
variations in age, household income,
occupation, portfolio size, invest
ment activity and education. Only 5
percent of the sample were without
any college education and 44 per
cent had done postgraduate work.
Of the college educated, 52.8 per
cent studied accounting or business
administration and over 64 percent
of all respondents had formal
education or training in accounting,
finance or the stock market.
Institutional investors and finan
cial analysts are much more
homogeneous. Institutional inves
tors in the sample were in the main
presidents, vice presidents and in

vestment or portfolio managers
responsible for common stock in
vestments of more than $1 million; 53
percent of them managed more than
$10 million. Over 80 percent had col
lege degrees in business with more
than five quarter hours of account
ing. Still, 11 percent reported no
training in accounting, financial
analysis or stock market invest
ments analysis.
Financial analysts included
security analysts, investment coun
selors and fund or money managers.
Over 85 percent had college degrees
in business, 75 percent with more
than five quarter hours of account
ing. Again, it was interesting to note
that 10 percent reported no training
in accounting, finance, financial
analysis, or stock market invest
ments analysis.
In spite of the different composi
tion of the two groups of investors,
there is a surprising correspond
ence of investment objectives. Long
term capital gains were rated most
important by 80 percent of individual
investors and 83 percent of institu
tional investors. A combination of
dividend income and capital gains
was next most important to 75 per
cent and 74 percent respectively.
Short-term capital gains were most
important to 17 percent of individual
investors and 12 percent of institu
tional investors. Statistical testing
found only a few weak correlations
between personal characteristics
and investment objectives, and no
significant differences between the
two groups of investors in this area.
It is of interest to relate these find
ings to the large decrease in the
number of individual investors be
tween 1970 and 1976. The New York
Stock Exchange’s Shareownership
1975 reported a decline from 31
million to 25 million, with most of the
reduction consisting of younger,
less affluent stockholders. These in
vestors may well have been respon
sible for a large part of the activity
aimed at short-term capital gains.

Investment Information
Sources
All three groups rated corporate
annual reports the most important
source of investment information.
Individual investors rated news
papers and magazines second,
stockbroker’s advice and advisory
services ranked third. Institutional

investors rated advisory services
second, newspapers and magazines
third. Financial analysts were asked
to rate prospectuses, corporate
press releases and communications
with management, in addition to the
sources listed for the other two
groups. They placed prospectuses
and communications with manage
ment a close second and third; they
also gave corporate annual reports
a much higher rating than did the
two investor groups.
Besides throwing new light on the
perceived usefulness of corporate
annual reports, these findings tend
to support the view that corporate
disclosure is not even-handed
towards investors as a whole.
Whereas individual investors in par
ticular rely heavily on financial news
derived from newspapers and maga
zines, financial analysts rate this
their least important source of in
vestment information. It is possible
that by the time individual investors
read news about matters affecting
corporations, financial analysts
have already acted on it. This indi
cates that the stock market is not
efficient as far as the smaller in
dividual investor is concerned, and
reinforces the SEC’s concern about
inequity between investors.
The questionnaire asked respond
ents to rate the different parts of the
annual report. Their responses
showed that the financial statements
(income statement, balance sheet,
statement of changes in financial
position, footnotes, accounting
policies and auditor’s report),
together with the summary of opera
tions are the most important ele
ments in their decision processes.
There were some differences be
tween the groups in respect of the
specific position of the financial
statements, but all groups rated the
income statement most important,
followed by:
—individual investors: summary of
operations, then statement of
changes in financial position,
and balance sheet.
—institutional investors: balance
sheet, then statement of
changes in financial position,
then footnotes.
—financial analysts: balance
sheet, then statement of
changes in financial position,
then accounting policies.

Accounting components of the
corporate annual report are
regarded as its most important
part.

It is noteworthy that the account
ing components of the corporate an
nual report are regarded as its most
important contents, and that the
president’s letter to stockholders
and the pictorial material are rela
tively unimportant to all three groups
surveyed. Perhaps these are viewed
as not as reliable as the accounting
data. It is also noteworthy that finan
cial analysts rated corporate annual
reports and all parts of the financial
statements significantly higher than
did individual and institutional in
vestors. This observation con
tradicts some of the findings of other
researchers.1

The U.K. and N.Z. Surveys
The U.S.A. survey was replicated
in the United Kingdom and New Zea
land with the cooperation of two ac
counting professors in those coun
tries.2 The results of these two sur
veys were highly comparable, as
shown in Exhibits 1 and 2. The re
spondents’ rankings of the various
parts of the corporate annual report
were even more consistent than their
rankings of information sources.

The Importance of
Forecast Information
The three groups were asked to
evaluate the usefulness for invest
ment decisions of seven forecast
items if they were to be regularly
published in financial statements:
sales, cost of goods sold, expenses,
earnings, cash flow, dividends, and
additions to plant and equipment.
Their responses showed that all
three groups regarded each of the
seven forecast items as useful; inThe Woman CPA, January, 1982/9

Institutional investorsand
financial analysts form a
reasonably homogeneous
group; individual investors
do not.

dividual investors and institutional
investors viewed the earnings
forecast as the most useful item
while financial analysts saw the
cash flow forecast as the most
useful. A comparison with their
views on published corporate an
nual reports indicated that individual
investors regarded forecast informa
tion as more useful for their invest
ment decisions than the annual
report as a whole while institutional
investors and financial analysts did
not regards forecast information as
more useful than the information
now presented in corporate annual
reports.
It appears from these findings that
individual investors desire manage
ment’s forecast based on its expec
tations while institutional investors
and financial analysts either have
access to management’s expecta
tions or prefer to make their own
forecasts. These findings support
the views of the SEC and the
Trueblood Committee, that
published forecasts would further
the equitable dissemination of infor
mation to investment decisions.

be established before experiments to
establish usefulness are devised.
In a sense the survey produced in
direct evidence of both use and
usefulness. It is noted that financial
analysts and institutional investors,
who are equipped with the neces
sary education and training to
analyze financial statements, place
great importance on this information
source. Statistical tests were
therefore performed to analyze the
relationship between individual in
vestors’ characteristics and their
views on the importance of corpo
rate annual report items. Respond
ents were asked to rate these items
separately for “buy” and “hold/sell”
decisions. The object of the analysis
was to find out if there is a sub-group
of individual investors to whom
financial statements are more impor
tant, and in what context.
It was found that such a sub-group
does exist, of individuals who hold a
common stock portfolio of more than
$10,000, have an investment-related
occupation (accounting, finance, or
management) and have had some
exposure to accounting, finance or
investments at college or through
occupation.
These observations must be
viewed in relation to the fact that
about one-half of the respondents
had received education or training
in these subjects. It has been sug
gested that the regulation of corpo
rate disclosure has consistently

The Usefulness of
Financial Statements
Without a knowledge of investors’
decision processes, it is impossible
to answer the question whether
financial statements are useful. In
other words, the perceived impor
tance of accounting information for Lucia S. Chang, Ph.D. is an associ
investment decisions to which atten ate professor of accounting at
tion has been drawn here does not Florida International University. She
prove that this information is ac is a member of ASWA and has
tually used. However, the fact that it published in various accounting
is used by a particular user should journals.
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resulted in providing information for
professional investors and analysts.
The idea of differential disclosure
aims at providing individual inves
tors with simplified versions of finan
cial statements, perhaps in the cor
porate annual report. The more
sophisticated investor would still
obtain the complex accounting
information from 10-K reports.
The findings of this research do in
dicate that this problem exists, but
draw attention to the fact that a sub
stantial part — perhaps one half —
of individual investors want and can
use complex financial statements.
Rather than simplifying the state
ments in the annual report, differen
tial disclosure might take the form of
a one-page summary, like the “High
lights” page which most companies
now provide. If professional inves
tors and financial analysts are more
sophisticated, then the additional
data they require can be provided in
special publications addressed to
them but available also to the news
media and to individual investors.
What can be said, then, about the
usefulness of financial statements to
investments? The value of a com
mon share is believed to be a func
tion of earnings and dividends. The
fact that investors and financial
analysts rated the income statement
and the statement of changes in
financial position most important is
consistent with this belief and with
the usefulness hypothesis that inves
tors look to corporate annual reports
to confirm, after the investment has
been made, whether it was a wise
choice.

Conclusion
The analysis of the data obtained
during this survey throws light on the
current status of financial reporting
in the U.S. It does not produce any
evidence that financial statement
information is valueless, or aimed at
the wrong audience, or too complex
to be understood by the “average
investor.” Indeed, it shows the
“average investor” to be a myth, and
suggests that investors should be
stratified into at least three groups:
—the standard user, who is cap
able of understanding the finan
cial statements in corporate
annual reports
—the sophisticated user, who can
assimilate more complex and
detailed data

EXHIBIT 1
Ranking of Information Sources in Order of Relative Importance
U.S.A.
Corporate annual reports

N.Z.

U.K.

A
1
2
3
4
5
6
7

B
1

3
2
4
5
6
7

7
—
—

C
1
8
5
—

A
3
1
5
2
4

6
7

B
1
2
5
3
4
6
7

A

B

7
—
—

3
1
5
2
4

2
5
3
1
4

6

—

C
2
5
8
—

C
1
7
8
—

Newspapers and magazines
Advisory Services
Stockbroker’s advice
Proxy statements
Advice of friends
Tips and rumors
Prospectuses
Communications with
management
Interim reports

7

6
7

—

—

2

—

—

3

—

—

5

—
—

—
—

—
—

—
—

1
4

—
—

—
—

Press releases

—

—

3
4
6

—

—

6

—

—

3
2
4

6
—

A = Individual investors
B = Institutional investors
C = Financial analysts.

EXHIBIT 2
Ranking of Financial Statement Parts in Order of Relative Importance
U.S.A.
Income statement
Balance Sheet
Statement of changes in
financial position
Accounting policies
Other footnotes
Auditor’s report

A
1
2

B

3
5
4

3
5
4

6

6

1
2

U.K.
C
1
2

A

3
4
5
6

1
2

B
1
1

3
5
6
4

3
4
5
6

N.Z.
C
1
1

A

B

1
2

1
3

3
4

3
4

2
4

5
6

6
5

5
6

C
1
2

3
4
4
6

A = Individual Investors
B = Institutional Investors
C = Financial Analysts

NOTES

—the unsophisticated user, who
may not read the financial state
ments at all, or who does not
understand them even if he or
she does.
Apparently corporations should
not treat financial analysts as sur
rogates for individual investors, and
it is suggested that corporations
should review the nature and extent
of the additional information require

ments of this sophisticated public. In
providing additional information,
corporations should take steps to
ensure that this public is not unduly
privileged.
Finally, it is believed that corpo
rate disclosure requirements aimed
at meeting the information needs of
the unsophisticated user are likely to
incur social costs without any social
benefits.Ω

1See Marc J. Epstein, The Usefulness of
Annual Reports to Corporate Shareholders,
Bureau of Business and Economic Research,
California State University, Los Angeles,
1975, and H. Kent Baker and John A. Haslem,
“Information Needs of Individual Investors,”
The Journal of Accountancy, November 1973,
pp. 64-69.
2This author gratefully acknowledges the
valuable collaboration of Professor Ali C.
Osman of the North London Polytechnic and
Professor William J. Cotton of New Zealand
in these surveys.
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The Funds Statement
As A Management
Tool
Forecast, Budget, and Feedback

By Robert T. Fahnestock

Managers tend to be well
schooled in the value of cash
budgets, cash forecasts, pro forma
financial statements, and ratio
analysis. Yet management rarely
realizes that one of the basic finan
cial statements — the funds state
ment — can provide a sound format
and vital information for applying
these analytical techniques. The
funds statement could prove to be
one of the most valuable planning
tools available to management.

In March of 1971 the Accounting
Principles Board required the funds
statement to be presented whenever
financial statements purporting to
present both financial position and
results of operations are issued.1
The objectives of the funds state
ment are twofold: (1) to summarize
the financing and investing activities
of the entity, and (2) to complete the
disclosure of changes in financial
position during the period.2 The
funds statement is capable of ac
complishing the above stated objec
tives since it is related to both the in
come statement and balance sheet
and provides information that can be
obtained only partially by interpret
ing them.3
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The Board asserted that informa
tion concerning the financing and
investing activities of the enterprise
and its changes in financial position
is essential for the economic deci
sions of owners and creditors.4
Likewise, the funds statement can
provide valuable information to and
for the non-owner manager. Informa
tion provided to and for the nonowner manager can be enhanced by
the Board’s recognition of the need
for flexibility in form, content, and
terminology of the statement to
satisfy its objectives under differing
circumstances.5
The purpose of this article is to
evaluate the funds statement, con
sidering its informational content
and flexibility, as a management
tool. The implications of the funds
statement in the areas of budgeting,
forecasting, and financial analysis
will be discussed in the text of the
article.

Content and Flexibility
The objectives of the funds state
ment require that all financial infor
mation be selected, classified, and
summarized in meaningful form; but,
the statement should not be con
strued as a replacement for either

the balance sheet or income state
ment.6 Resultantly, the funds state
ment has three broad categories:
funds provided, funds applied, and a
subset of funds provided which is
termed “funds provided by opera
tions.’’ Additionally, the statement
may take one of the two more com
mon forms, cash or working capital.
The form of the statement has a
direct bearing on the computation
and presentation of “funds provided
by operations.”
The working capital approach is
frequently criticized. The working
capital format restricts user informa
tion since the components of work
ing capital are only shown in net
amounts. The working capital format
does not provide for the disclosure
of how operations generated the
cash necessary for continued sol
vency and growth of the business
entity. The working capital concept
gives the impression that working
capital is a liquid resource. Ac
counts receivable and inventory are
necessary but cash represents the
most liquid discretionary resource
available to management. Thus, to
provide qualitative information to
management and third parties, the
cash form of the statement should be
used.
The second major criticism of the
funds statement involves the presen
tation of “funds provided by opera
tions.” The most common method of
calculating funds from operations is
to begin with net income and adjust
it for income statement items not re
quiring the use of funds. This could
be referred to as the indirect method.
Another acceptable approach is to
list the revenue and expense ac
counts, adjusted to the cash basis, to
arrive at funds from operations. This
approach could be termed the direct
method.
Although the statement purports
to present the sources and applica
tions of funds, the working capital
format does not disclose the most
significant of all funds — revenues. It
is equally seldom that the most com
mon applications are shown —
operating expenses. Furthermore
the indirect method generates much
confusion among statement users
with regard to what constitutes a
source of funds.
Therefore, it seems logical that the
direct method would be more useful

in conveying operating information.
Additionally, in the budgeting and
forecasting areas it would prove
more valuable to management to
have the information detailed by the
direct method at their fingertips.

Budgeting and Forecasting
Many people consider budgeting
and forecasting to be synonymous.
However, there needs to be some
delineation between the two. A
forecast is a prediction of financial
position based on the occurrence of
particular events. A budget is a plan
of operation employed by manage
ment. Thus, a forecast is usually as
sociated with obtaining financing,
via either debt of equity. The budget,
on the other hand, becomes a work
ing plan that is utilized internally.

Budgeting —
Most corporations have adopted
budgeting to assist in internal plan
ning and control, with each com
pany having developed their own
procedures for making projections.
Many business entities use budge
tary tools for the control of seg
ments, divisions, subsidiaries,
geographic areas, functional depart
ments, or profit centers.
The funds statement, with proper
design, can provide a ready-made
budgeting format. The cash form of
the statement utilizing the direct
method of calculating “funds pro
vided by operations” and combined
with all financial resources concept
of preparing the statement, can pro
vide the manager with much needed
budget information. The all financial
resources concept disclosed signifi
cant non-fund investing and financ
ing activities in offsetting amounts
under both the sources and applica
tions headings of the statement. Fi
nancing and investing activities in
clude the purchase or sale of bonds
or equity issues, purchase or sale of
fixed assets, exchange of long-term
debt for preferred or common stock,
acquisition of property through the
issuance of bonds or equity issues,
and other transactions not flowing
entirely through the fund account.
The basic format of the funds
statement suggests a summary of
detailed information about the firm.
Although the statement in its com
mon form presents historical infor
mation, the information can be
modified to reflect an operating plan
of the entity as a whole. The transac

tions presented are inherently re
lated to the future of the firm as well
as the past. Thus, the information
provided by the funds statement for
mat can be detailed to summarize,
say, plant asset acquisitions; i.e.,
whether the acquisitions allow for
sustaining capacity, expansion of
capacity, or the addition of new
lines. The format of the statement
allows for the detailing of expend
itures by function, such as the out
lay of funds to increase inventories.
Likewise, a detailed analysis of the
sources of funds can be provided.

Forecasting —
The use of the funds statement in
the area of forecasting may prove
valuable to management should
their mission be that of obtaining
financing. A complete package of
relevant financial information con
cerning a business enterprise
should include financial information
concerning the past, the present,
and the future. Many critics of finan
cial statements believe that data per
taining to the future of the entity may
be the most relevant and desired in
formation of all.
Publicly traded companies fre
quently choose to publish forecasts
to improve their competitive position
with sources of capital. After all, the
purpose of a forecast is to communi
cate management’s best estimate of
future operating results. The
forecast provides the investor with
some insight into specific factors
that may cause actual operations to
depart significantly from the
forecast.
The funds statement can be used
as the logical starting point for
financial forecasting. The statement
summarizes operational activity as
the net inflow of resources from
operations. Investing activity is the
allocation of available resources to
productive activity. A firm’s alloca
tion of available resources to the im
provement of current operations and
expansion into new activities is an
indication of management’s future
expectations. The disclosure of pro
posed debt financing may be critical
to a given user’s decision.
The use of the funds statement as
a forecasting vehicle can provide
management with some very positive
benefits. The information provided to
creditors and investors via forecasts
works to the benefit of management.

The funds statement, with
proper design, can provide a
ready-made budgeting format.

Management can then utilize the
funds obtained to meet the operating
plans of the entity. The operating
plan, or budget, can also be pre
pared using the funds statement for
mat, and can be based upon the
historical evidence of past funds
statements.

Feedback Control
The art of management includes
planning, coordinating, and control
ling activities. The use of the funds
statement for budgeting and
forecasting purposes encompasses
the planning and coordinating ac
tivities of management. The funds
statement can also be used to pro
vide management with operational
feedback that can be used in con
trolling operating, financing, and
investing activities.
The funds statement prepared at
the end of an operating period can
be compared to the forecasted funds
statement. In larger industries this
comparison could be made on a
monthly or quarterly basis.
Differences between the forecasted
statement and the actual statement
could be analyzed on a “manage
ment by exception” basis. Thus,
management could utilize the funds
statement as a form of feedback
control.
The analysis of actual results
could be expanded by devising
meaningful ratios that could be ap
plied to the historical funds state
ments (Exhibit I). Using the direct
method of calculating “funds pro
vided by operations” could lead to a
ratio of cash collections/total sales
or collections on accounts receivable/credit sales. Such ratios, when
used on a historical trend basis
could divulge potential cash flow
problems. Similar ratios could be
devised for operating expenditures.
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EXHIBIT I

Examples of Ratios

Management can find
operational feedback in the
funds statement.

Cash generated by operations _ $ 7,750 _
Sales
28,000

Cash collections
Sales

$23,000
$28,000

Collections on Accounts Receivable _ $18,000
Credit Sales
$23,000

Ratios could also be used to
analyze the funds provided and
funds applied categories. A ratio
such as cash provided by operations/total funds provided or cash
generated by operations/sales could
reveal potential cash flow problems
or problems in the area of cash
generated by operations. Similarly, a
ratio such as proceeds from debt
financing/total funds provided could
be used to predict potential cash
flow hardships and trend increases
or decreased in debt. Should the rel
ative amount of proceeds from debt
financing be continually increasing
over a period of years, there may be
future problems in repaying this
debt.
Ratio analysis could also be used
to analyze funds applied by the en
tity. A ratio that would determine
funds applied to acquire plant
assets/total funds applied could in
dicate the percentage of funds ob
tained which were applied to the ac
quisition of fixed assets. Other
ratios, depending upon the needs of
management, could also be devised
to provide feedback to management
regarding funds applied.

Conclusion
The funds statement, utilizing its
content and some modification of its
flexible format, could be used effec
tively as a management tool. The
funds statement lends itself readily
to preparing forecasted information
that can be used by investors and
creditors and for the benefit of the
entity and management. The state
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Cash generated by operations
Total cash provided

_ $ 7,750
$26,500

Proceeds from long-term —
debt
--------------------------------_
Total cash provided

$10,000 _ 33
$26,500

Proceeds from total debt
$14,000
--------------------------------- = ------------ = 52.83%
Total cash provided
$26,500

Purchase of equipment
$10,000
—
— 38.46%
Total cash applied
$26,500
Retirement of debt
$ 7,500
------------------------- = ---------- = 28.30%
Total cash applied
$26,500

ment is also capable of being used
in the budgeting process since it dis
plays a wide variety of financial in
formation. The funds statement can
also prove to be valuable in the
“management by exception’’ area.
Each business organization could
develop suitable ratios for use on the
funds statement which would enable
management to obtain informational
trends, thus increasing its predic
tive capability.Ω
NOTES
1 Accounting Principles Board Opinion No.
19, “Reporting Changes in Financial Posi
tion,” AICPA, New York, 1971, paragraph 7.
2lbid.; paragraph 4.
3lbid.; paragraph 5.
4lbid.; paragraph 7.
5lbid.; paragraph 9.
6lbid.; paragraph 5.
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Acknowledging
The SEC As
Standard Setter
Heresy, or Accounting Realism?

By William J. Radig and Roland L. Madison

Much has been written recently
about who should establish financial
reporting and accounting stand
ards.1 Many authors are proponents
of the traditional private sector view
of establishing accounting princi
ples and offer many arguments to
support this position. Others have
utilized survey techniques in an at
tempt to determine what the popular
preference is in this matter.2
In a previous article in The Woman
CPA,3 the authors discussed the
logical advantages for public sector
leadership of the accounting profes
sion and attempted to allay the fears
many held of the change that has oc
curred. Unfortunately, it became evi
dent that the fear of public sector
leadership was so great that the
reality of the situation was not
comprehended.
The time is past for a further
polemic designed to convince ac
countants that public sector leader
ship may be in the best interest of the
profession as well as the public. The
purpose of this article is to show that
the transition to public sector lead
ership of the profession by the
Securities and Exchange Commis
sion (SEC) is nearly complete and
lacks only formalized acceptance.
A previous article attempted to
dispel some of the irrational fear of
the SEC being formally and publicly

named as the U.S. standard setting
body. It was assumed that only the
most misinformed would argue
against the point that the SEC has,
during at least the last ten years,
become the true and active master of
the U.S. accounting profession in the
establishment of financial account
ing and reporting standards.

Attention should be turned now to
the gradual and subtle assumption
of the standard setting function by
the SEC. Then the authors will pre
sent the logical directions that the
standard setting quest may take in
the future.

The SEC vs. The Accounting
Principles Board
One of the earliest examples of the
SEC’s power to veto accounting
standards established in the private
sector was the 1964 SEC position on
accounting for the Investment Tax
Credit (ITC). The Accounting Princi
ples Board (APB) issued Opinion No.
2 calling for the “asset reduction,’’
and “deferred” recognition of ITC
benefits. The SEC favored the “flow
through” method whereby the full
benefit of the credit is recognized in
the current period as a reduction of
income taxes. The APB was forced
to reconsider its position and accept
either accounting treatment of the

credit, thus acknowledging its defeat
by the public sector in APB Opinion
No. 4. This action by the SEC put the
APB on notice that it not only had the
authority to establish accounting
standards, but that it would use this
authority when deemed necessary.
Some years later, when the then sus
pended ITC was reinstated, the U.S.
Congress specifically stated that no
standard setting body (including the
SEC) could specify a single account
ing treatment for this tax credit.
With the issuance of two very con
troversial pronouncements6 in the
early 1970’s, many scholars felt that
the APB virtually determined its fate
and set the stage for the SEC as the
next truly authoritative body to es
tablish accounting and reporting
standards in the United States.
While the Trueblood and Wheat
Committees labored to develop a
solution to insure the retention of the
standard setting function in the pri
vate sector, the APB hurriedly issued
several authoritative pronounce
ments (1971-1973) as a reaction to
SEC stimulus. An interesting point is
that while the APB issued a total of
thirty-one opinions in nearly four
teen years, seventeen of these opin
ions came in the last four years of its
existence. Some may feel that coin
cidentally all of the eggs (opinions)
hatched at once — others would ob
serve that the SEC, with John Burton
as its aggressive chief accountant,
just turned up the heat!
One topic that was brought to a
boil during this time was leases.
Leases as a means of acquiring the
right to use property proliferated
markedly throughout the postwar
period. However, it was the decade
of the 1960’s that saw the greatest
expansion, not only in the volume of
leasing transactions, but also in the
variety of application and degree of
sophistication of the techniques
employed.7
Unfortunately, the APB rejected
the conceptually sound recommen
dations in Accounting Research
Study No. 4 (1962), authored by Pro
fessor John H. Myers, and issued two
opinions which permitted the lessor
and lessee to utilize inconsistent
accounting treatments.8
The APB acknowledged that cer
tain questions remained in connec
tion with Opinions 5 and 7. Instead of
solving the problems, the APB
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The FASB has not fared
extremely well in the evolution
and development of
accounting standards.

decided to deal only with additional
disclosure requirements by the
lessee and let the soon-to-be-formed
Financial Accounting Standards
Board (FASB) study the conceptual
problem of leases.
Here again, the private sector
failed to act on its own initiative, re
quiring motivation by the SEC before
taking partial action only. In late
1972, the SEC announced its intent
to establish a disclosure standard
for leases. When the APB reacted
with an exposure draft in January
1973, the SEC suspended action to
watch for progress. Instead, the ex
posure draft was recalled and tabled
by the APB in April of that year. At
this point, the SEC moved ahead in
June of the same year with a pro
posal to amend Regulation S-X to re
quire substantial disclosures by the
lessee. Thus, when it became ap
parent that the SEC was not going to
tolerate further delays, the APB
issued Opinion No. 31 “Disclosure of
Lease Commitments by Lessees”9 in
late June 1973. The SEC, however,
did not retract its proposal, but
pressed on and issued Accounting
Series Release (ASR) No. 147 in
October 1973. This pronouncement
imposed essentially the same dis
closure requirements with respect to
total rental expense and minimum
rental commitments as APB Opinion
31. However, it made mandatory the
disclosure of the present value of
certain lease commitments and re
quired disclosure of the impact on
net income had the “financing”
leases been capitalized.

The FASB: How Has It Fared?
Shortly after the lease disclosure
confrontation the Financial Account
18/The Woman CPA, January, 1982

ing Standards Board (FASB) was
formed as a result of the Wheat
Committee Report. This was soon
followed by the controversial
Trueblood Committee Report en
titled “The Objectives of Financial
Statements” (1973). The report sig
naled the formal beginning of the im
portant and crucial conceptual
framework study. Still incomplete,
the study purportedly will develop a
coherent conceptual basis from
which the FASB could develop and
issue conceptually sound financial
reporting standards, which would
enable the accounting profession to
retain the standard setting function
in the private sector.
Unfortunately, the FASB has not
fared extremely well in leading the
profession toward the evolution and
development of accounting and fi
nancial reporting standards. An ob
servation from a study10 that was
chaired by the distinguished scholar
Yuji Ijiri may be quite valuable in un
derstanding the recent aggressive
actions taken by the SEC in the
establishment of accounting stand
ards. The study implies that the early
FASB standards were based upon
research and sound conceptual
reasoning while several of the later
standards were not so supported.
Thus, they were subject to more crit
icism and second-guessing, caus
ing certain standards to require in
terpretation and others to be super
seded and reissued by the FASB.
Other standards were either issued
or revised under pressure from the
SEC.
The reality of the public sector’s
influence and dominance in each
area should be apparent after the
following accounting areas are
considered.

Leases Revisited
The FASB had to issue two ex
posure drafts on leases (August 1975
and July 1976) before it released
FASB Statement No. 13, “Account
ing for Leases” (November, 1976).
Since its release, that Statement has
been amended and interpreted so
many times (13 to be exact), that the
FASB has issued a codification of
the lease pronouncement.11 When
considering these numerous
changes, it should be noted that the
Research Impact Committee Report
stated: “Very little research was
cited in either the discussion

memorandum or the final stand
ard.”12 Instead of applying the con
ceptual approach, as taken by J.H.
Myers’ Accounting Research Study
No. 4 (1962), the FASB “appeared to
be aiming at simply reconciling
extant pronouncements on lease
accounting.”13

Inflation Accounting
By issuance of ASR No. 190 in
March, 1976, the SEC began apply
ing very real pressure for an
authoritative pronouncement on in
flation accounting from the private
sector. This pronouncement re
quires the disclosure of certain
replacement cost information for in
ventories and depreciable assets. In
an August 1979 speech, Harold
Williams, Chairman of the SEC, told
nearly 3,000 members of the profes
sion to look to other countries for in
flation accounting proposals — and
then move quickly — or else the
public sector would act.14
In response to a question from
Professor Madison, Clarence
Sampson, Chief Accountant of the
SEC, stated that ASR No. 190 would
probably be withdrawn if the current
FASB exposure draft “dealing with
the inflation accounting problem”
was adopted.15 After certain revi
sions, this exposure draft was
adopted as SFAS No. 33 “Financial
Reporting and Changing Prices”
(September, 1979) and the SEC then
withdrew ASR No. 190. Logic would,
therefore, dictate that if the FASB
had not acted, the SEC would have
actually set a standard in this area.

Oil and Gas Accounting
In contrast to SFAS No. 13
(leases), the FASB appears to have
made a conscious effort to apply
logical reasoning in their choice of
alternatives in SFAS No. 19, “Finan
cial Accounting and Reporting by
Oil and Gas Producing Companies,”
(December, 1977). This standard
makes substantial use of relevant
literature, conceptual as well as em
pirical. SFAS No. 19 required the use
of the “successful efforts” method of
accounting for exploration costs.
The SEC, however, acting under its
powers and interpretations of the
Energy Policy and Conservation Act
(EPCA) of December, 1975, rejected
SFAS No. 19 as inadequate. The SEC
preferred to develop a combined
current- and present-value method

called “Reserve Recognition Ac
counting.’’ The SEC mandated
a three year development and imple
mentation period for this new
method. Accordingly, the FASB
issued Statement No. 25 (December,
1978) which suspended certain
SFAS No. 19 requirements in order to
resolve the conflict with the SEC.

opinions of many noted writers
concerning the establishment of
financial reporting standards. Two
quotations have been selected
which convey the feelings of many
accountants with respect to the
present dilemma.
A.A. Sommer, Jr., former SEC
Commissioner said:

Foreign Currency Translation

As one reads this history (of the profes
sion), and then looks at the continuing
problem with adequate financial report
ing, one is tempted to conclude that in
deed the Commission should undertake
a full exercise of its statutory powers and
through its own efforts, bring forth a
sufficient, workable set of accounting
principles. (“The SEC and the FASB:
Their Roles’’ Speech at the University
of Washington, Seattle, Washington,
January 21, 1974).

Since 1975, the financial and in
dustrial sectors have objected to the
volatile earnings pattern caused by
the SFAS No. 8 requirement that ad
justments from translations of
foreign currency financial state
ments should pass through the in
come statement.
Recently, the FASB tentatively pro
posed that these adjustments should
not be a determinate of current in
come, but should be reported “as a
separate component of stock
holders’ equity.”18 The FASB, like
the earlier APB is subject to pres
sures from the industrial community,
as well as from the SEC.

Report on Internal Control
In the area of auditing standards,
the SEC recently withdrew17 a pro
posal (SEC Release No. 34-15772)
dated April 30,1979, to require audi
tors to report in published financial
statements their opinion on the ade
quacy of internal accounting con
trols maintained by management.
The proposed Accounting Series
Release was withdrawn only after
the Auditing Standards Board of the
American Institute of Certified
Public Accountants (AICPA) issued
an exposure draft,18 which moved
substantially in the direction of the
SEC proposal. Again, the profession
was forced to react rather than act
on its own initiative.

Other Issues
Other areas of SEC influence upon
standard setting include:
Segmental reporting by diversified com
panies (SFAS No. 14, 1976).
Prior Period Adjustments (SFAS No. 16,
1977)
Auditor’s Responsibility for the Detec
tion of Errors or Irregularities (SAS
No. 16, 1977)19
Illegal Acts by Clients (SAS No. 17,1977)
Required Communication of Material
Weaknesses in Internal Accounting
Control (SAS No. 20, 1977)

The Future:
Private or Public Sector?
The literature abounds with the

Leonard M. Savoie, former Execu
tive Vice President of AICPA, has
stated:
For sentimental reasons I still prefer to
see accounting standards set in the pri
vate sector, but I can no longer advocate
this position with great conviction. My
reasons are that standards are now
being determined largely in the public
sector, and inevitably the function will
be taken over completely by the public
sector. The SEC occupies a dominant
position in determining accounting
standards and the APB a subordinate
one. The FASB will have the identical
relationship with the SEC ... that is, the
SEC will be dominant and the FASB will
be subordinate. (“Accounting Attitudes”
Financial Executive, October, 1973, pp.
78-80.)

It is apparent that the evidence
presented herein gives a great deal
of validity to Mr. Savoie’s 1973 state
ment with one small adjustment due
to the seven year time differential.
The SEC is dominant and the FASB
is now subordinate.
Both an earlier article and this one
have been written with the thought
by the authors that the profession
could offer an “offensive surrender.”
One potential action would be to
force the SEC to formally and
publicly accept complete respon
sibility for accoun
ting and reporting
standards and allow the accounting
profession to serve primarily in a
statutory audit function. Such is the
case in several European account
ing organizations.
If responsibility were transferred it
would significantly reduce the veil of
“safe harbor” under which the SEC
has operated for many years. With
the accounting profession removed

Coalition of the accounting
profession and the private
industrial sector would be a
powerful deterrent to SEC
intrusion.

as the proverbial scapegoat, the
SEC would have to assume the ma
jor responsibility for any failure to
establish proper accounting stand
ards and disclosure requirements.
Due to several factors, many of
which are prevalent on the conti
nent, it is quite possible that auditing
fees for corporations and the public
could be reduced. These factors in
clude providing businesses with a
government approved list of statu
tory auditors, the requirement that
the fee structure to be based upon
“turnover” or total assets, and the
imposition of severe civil and crimi
nal penalties for noncompliance
with statutory requirements. Auditor
rotation would probably be quite
minimal since some of the motives
presently responsible for changing
auditors in the United States, i.e.,
shopping for fees, interpretative
accounting disclosures and audit
differences, would be greatly
reduced.
Of course the SEC may simply
refuse to assume complete respon
sibility for the development of ac
counting and financial reporting
standards. When offered this
responsibility, the SEC may prefer to
return to the position of being a
strong cooperative supporter and
ally of the accounting profession
and the major stock exchanges
(circa 1935-1960).
Although such a move is possible,
it is not very probable given the re
cent aggressive actions of the SEC
in the last ten years. A more proba
ble event (means to an end, actually)
is that the accounting profession
and the private industrial sector
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would form a joint effort to repel a
very demanding intruder that is com
mon to each. There is, in fact, some
evidence that this action may have
already begun.
The Foreign Corrupt Practices Act
(FCPA) of 1977 had been widely criti
cized by both corporate manage
ment and accounting firms. The Act
has two parts. The “antibribery” por
tion is administered by the criminal
division of the Justice Department
while the “accounting standards”
portion is enforced by the SEC. The
Justice Department indicated it
would review either past or future
“questionable payments” presented
to it voluntarily and give its opinion
as to their legality under the FCPA.
Originally the SEC opposed such a
review and stated that it would not
be bound by a decision of the Justice
Department not to prosecute an en
tity or person under the anti-bribery
provision.20
Much of the confusion experi
enced21 by corporate executives and
accountants over provisions and in
terpretations of the Act may soon be
eliminated. Senator John Chafee,
charging that international trade has
suffered “a chilling effect” from the
ambiguities in the FCPA, has in
troduced the Business Accounting
and Foreign Trade Simplification
Act to amend and clarify the FCPA.22
The proposal would remove the SEC
as the interpreter and enforcer of the
FCPA and designate the Justice
Department as the principal enforcer
of the FCPA. It would also establish
a review procedure to determine
compliance and establish a
materiality standard for the account
ing standards section of the ACT.
A study released by the Financial
Executives Research Foundation
(FERF) indicated that business
executives were confused and dis
pleased with FCPA. Subsequent to
the release of this study and senator
Chaffee’s proposal to amend the
FCPA, the SEC indicated they would
abide by the JusticeDepartment’s en
forcement determination on pro
posed foreign payments. Accord
ingly the commission agreed not to
prosecute companies that received
clearance from the Justice Depart
ment before May 31, 1981.23
Based upon the developments
above, it is most difficult to speculate
how far or how close a unity might
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develop between private industry
and the accounting profession.
The following recent events are
noteworthy. The SEC has discon
tinued its efforts to adopt Reserve
Recognition Accounting (RRA) for
the primary financial statements of
oil and gas companies.24 The action
closely followed the issuance of
SFAS No. 39 “Financial Reporting
and Changing Prices: Specialized
Assets — Mining and Oil and Gas.”
This statement expanded the infla
tion accounting disclosures of SFAS
No. 33 to such specialized indus
tries. The SEC will continue to man
date supplemental disclosures of
RRA data and has asked the FASB to
undertake the task of adopting
standards for those disclosures. This
methodology is consistent with pre
vious SEC actions in bringing
stimulative pressure upon the pri
vate sector in establishing financial
reporting standards.
Another significant event con
cerns the proposed changes in SEC
staff, budget, and directional objec
tives. Advisors to President Reagan
have proposed a 30 percent budget
reduction for the agency for the year
ending September 30, 1983. They
have also proposed staff reductions
from 200 to 50 persons at the Wash
ington headquarters of the powerful
enforcement division. Overall, nearly
a 50 percent reduction in the SECs
staff has been recommended. More
importantly, the advisors’ report says
the focus of SEC policy would be on
tearing down barriers to raising
money. “ ‘Regulation of the financial
activities of corporations and finan
cial institutions should be limited to
insuring that capital formulation is
facilitated and encouraged in an or
derly process and with appropriate
investor safeguards.’ ”25
It should be remembered that the
proposed staff reductions and
budgetary cuts will effect a “model
government agency” with a
“deserved reputation for integrity
and efficiency” according to the
report. These changes in a “model
government agency” must first be
approved by Congress. If this does
occur, however, the accounting pro
fession may have a golden — and
perhaps final — opportunity to
regain, or retain, the lead in estab
lishing financial accounting and
reporting standards in the private
sector.
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Accounting For
The Vernacular
By Anita Hunter

Our community college recently
offered a potpourri of “outreach”
classes, and after debating over the
merits of aerobic dance versus a
creative writers’ roundtable, I settled
on Accounting 101. My previous ex
perience was limited to balancing
the household budget, and fran
tically gathering assorted slips of
paper each year when I tackled the
income tax. Perhaps I would at last
become financially organized, and
even, with a little application, a fount
of wit and wisdom in the realm of
numbers.
My first day of class held an ink
ling of the eye openers ahead, with
new meanings at every turn of the
textbook pages. There was equity,
which I had always thought was a
group to which actors belonged.
Then there were liabilities, which
were what we were currently paying
an arm and a leg for in our car and
home insurance policies. Assets
were no longer curly hair and
straightened teeth. Principles and
concepts were more than just what
you stand on and think of. The
realization principle seemed sym
bolic of the concept that I was in
over my head. But I was determined
to conquer this challenge to my
brainpower, and to discover what
made CPAs and writers of yearly
corporation reports tick.
Soon our class was recording
transactions — not to be confused
with paying for a Linda Ronstadt
label. I knew right off that debit was
not what courting frogs said, and
that credit was not what you gave
someone for having enough sense to
avoid trouble. Speaking of the latter,
we soon learned to locate our
numerous errors and how to correct
them.
Trial balances were yes and no —
a trial, yes, balanced, no. There was
a great deal of adjusting. Our in
structor threw us encouragement by
pointing out a recent multi-million
dollar embezzlement scheme that
worked for months because the per

petrator knew how to manipulate the
numbers, and got caught only
because he went on vacation and
someone else looked at the ac
counts. Actually, I had not really
planned to use my newfound
knowledge in so crass a manner.
The chapter in the text on work
sheets was of the utmost importance,
and to think, before my enlighten
ment, those words might have indi
cated denim bed linens. I hope the
teacher never finds out that the
nearest I had previously been to
closing entries was locking the front
and back doors of our house. An in
come statement was when someone
said, “I’m broke!”
Looking ahead in the textbook, I
can see that I will have to rearrange
my preconceived notions that code
numbers are only for secret agents,
the telephone company, the post
office, and the grocery store. Ob
viously, reducing posting labor, does
not mean making it easier to ride
horseback, and of course I know that
columns were not used by Greeks to
hold up their buildings, but are also
the very backbone of bookkeeping.
Perpetual inventories (sounds like
those cans of soup on the top shelf of
my pantry) and allocating deprecia
tion may throw me yet, but it is up
ward and onward, making sure the
bottom line is double. Next term,
Accounting 102.Ω
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Good organizational controls are
important in all areas of business,
but they are particularly important in
data processing. Unfortunately, this
area is frequently overlooked
because data processing personnel
do not usually have direct control or
access to cash and other assets.
However, in many cases, access to
the data processing system can ac
tually give an individual the ability to
affect transfers of a company’s cash,
and other assets.
In, “The Auditor’s Study and
Evaluation of Internal Control in EDP
Systems,” the first three general
controls discussed deal with the
issue of proper segregation of
duties. These controls are listed as
follows:1
General Control No. 1 —
Segregation of functions be
tween the EDP department
and users.
General Control No. 2 — Provi
sion for general authoriza
tion over the execution of
transactions (prohibiting the
EDP department from initia
tion or authorizing transac
tions).
General Control No. 3 —
Segregation of functions
within the EDP department.
Organization represents an impor
tant influence on internal control
with an impact on both the efficiency
with which data is processed and the
accuracy of the records produced.
Good organization can provide a
system of checks and balances that
can prevent or quickly detect incon
sistencies or omissions.

Segregation of Functions
between EDP and Users
The data processing department
does not create information, nor
does it act as the end user. It is only
a processing facility that makes it
possible for user departments to in
crease the efficiency of recording
and processing data generated by
those departments and to maximize
the use or benefit derived from this
information. The source or user
departments have responsibility for
proper authorization of data and in
many instances for verifying the
accuracy of source data.
EDP should be separated from
source and user departments and
should have no incompatible func
tions within the company. For exam22/The Woman CPA, January, 1982

Electronic Data Processing

Segregation Of
Duties In EDP
Functions
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ple, the functions of initiating and
authorizing transactions, recording
transactions, and maintaining
custody of assets should all be
segregated. Since the EDP depart
ment is heavily involved in the
recording (processing) of transac
tions, it should not initiate or author
ize them. Except for the computer
hardware itself and the other equip
ment and supplies of the EDP depart
ment, it should not be charged with
the custody of assets.
Employees who initiate trans
actions, especially master file
changes, can perpetrate errors or
irregularities unless there is thirdparty control or review. The ability to
conceal errors or irregularities is or
dinarily limited by the extent to
which these employees have un
controlled access to data files or
programs. For example, an
employee might be able to initiate a
pay rate change in a master file. If a
list of all these changes is printed
and independently reviewed, any
unauthorized changes could be
detected. An independent review of
the payroll register, such as a com
parison with supporting documents,
might also disclose a pay rate higher
than that authorized. If, however, the
employee also has unrestricted ac
cess to the payroll programs, that
employee could suppress the print
ing of unauthorized pay change on
the change list and could print a pay
rate on the payroll register different

from that used to calculate gross
pay. The responsibilities of initiating
processing, and reviewing transac
tions should therefore be organiza
tionally segregated.

User Responsibilities for
Application Controls
Generally, user departments
should be accountable for ensuring
that the work done by the DP depart
ment is consistent with their
authorization and their expectations.
Source documents should be cre
ated and maintained by user depart
ments.
User departments should estab
lish control totals before submitting
the data to EDP for processing.
Some installations, however, estab
lish control totals in the machine
room; here, some other form of con
trol, such as prenumbered docu
ments, should be in effect to insure
that all documents are processed. If
neither of these controls is used,
others must be developed.
Although control totals can be
taken of almost anything, some that
are commonly used include: footing
totals of dollar and quantity fields,
record counts, and hash totals of ac
count numbers or any other signifi
cant numerical fields such as dates.
If any of these control totals do not
agree with the manually computed
totals, an error report should be
generated and predetermined pro
cedures used for correction of the

erroneous data and re-entry of the
corrected data. User departments
should be actively involved in the
identification and correction of the
errors.
Each application should include a
procedure for authorizing input
transactions. Authorization is nor
mally evidenced by a signature or a
stamp on a source document or by
user department approval of a batch
of documents. In systems where in
put is not supported by documents,
authorization may be controlled by a
program that checks an internal
table in the computer to determine if
the individual is authorized to both
operate the terminal and enter that
type of transaction. Terminal and
user identification is then stored as
part of the input transaction.
Many applications involve a large
number of transactions for relatively
small dollar amounts. In such cases,
management may issue a general
authorization for handling all trans
actions of a given amount or less.
This is acceptable when specific
authorization for each transaction is
not practical.
Output control functions can be
performed by the user department, a
separate control group, or the com
puter itself. Output controls should
insure that output data is complete
and reasonable, that output reports
are distributed only to authorized
persons, and that machine-readable
output is properly identified. It is also
important to remember that output
not only consists of reports pro
duced for user departments but also
of newly produced data or master
files which will be used as input for
subsequent processing runs.
An effective technique for verify
ing output is the development of con
trol totals that can be balanced
against input controls and that can
also be used to test the consistency
of results. Original input controls
such as record counts, control
totals, and hash totals can be car
ried throughout the processing to
serve in the verification of process
ing results. Those performing the
reconciliation should be independ
ent of both the department originat
ing the information (the source
department) and the EDP depart
ment. Where the overall reconcilia
tion is done by the computer, a re
conciliation report should be gener
ated for the user department or con

trol group to examine. The user
department should review the
reasonableness of all the computer’s
calculations. Lists of master file revi
sions should be carefully reviewed
because incorrect changes and
such items as incorrect pay rates
and selling prices or uncontrolled
changes in credit limits can negate
the results of otherwise well-con
trolled and supervised processing.
For each application, those per
sons receiving printed reports
should be clearly identified. The
number of output copies produced
should be closely controlled, partic
ularly for those reports containing
highly confidential information. In
addition to the expected output,
error listings and exceptions reports
should be carefully distributed to
those individuals having respon
sibility for the correction of errors or
irregularities. A production schedule
is one way to provide control over
distribution of output reports by
allowing recipients to anticipate
when such reports should be
received and to take corrective
action when they are not.

User Participation
in System Development
The user must clearly define and
support the objectives that a system
is to accomplish. It is impossible
either to develop a system or to
evaluate it if the objective against
which that system is to be measured
are unknown or the information
about input data, required process
ing, and output data is not clear.
Therefore, the appropriate user
department personnel should be in
volved in systems design and testing
and final approval of the completed
system.
An important control in the
systems development process is ap
propriate authorization of the plan,
and regular appraisal and supervi
sion of the progress of the systems
development project. The participa
tion of the user department in this
activity is a critical factor in insuring
properly defined and developed
systems.
User review and approval should
be an ongoing process throughout
the systems design and development
activity. Appropriate management
and user approval should be re
quired of the initial design. In addi
tion, user personnel should partici
pate in or monitor the test and

developmental stages. After a
system has been fully developed and
before it is placed in operation, it
should receive final approval from
the appropriate levels of manage
ment and user personnel. This
should include examination of final
results and review of the documenta
tion and any changes from the origi
nal design specifications.

Segregation of Duties
with EDP
Within the data processing
organization itself, there should be a
basic division between the systems
development function and the opera
tions function. The systems develop
ment function is concerned with
planning, designing, programming,
and testing a processing system.
The operations functions involve
the use of the hardware and proc
essing systems (including the pro
grams that form part of that system)
to receive input data from the depart
ments in which it originates, to
process that data using approved
procedures, and to deliver the output
to appropriate users. Generally, the
operations functions include the
following activities: data control,
data conversion, file control, com
puter operations, and program li
brary control. Depending upon the
size of the installation, these ac
tivities may be performed by the
same individuals or by separate
staffs.
An appropriate separation of
responsibilities provides for a series
of checks and balances, making
fraudulent use of the accounting
data more difficult and furnishing an
automatic review process that can
help discover unintentional errors. In
a data processing installation, this
means that operators who have
physical access to the computer
should have only controlled access
to preselected files. They should not
be allowed to participate in the
systems design activities nor have
an opportunity to make changes in
operating programs through un
controlled access to the program
libraries or the program loading
procedures.
The control function should be
performed independently to check
on the results produced by the
operating procedures, using the
facilities built into the system to bal
ance the data results obtained with
the control criteria supplied by the
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source and user departments.
Although the data and file control
groups have access to the data, they
should not have access to the pro
grams or to the computer equipment.
Whenever possible a separate con
trol group should be established
which is responsible for receiving
data from user departments, check
ing for proper authorization, verify
ing or establishing user batch con
trols, and returning processing
results to user departments after
verifying that they balance with input
and EDP-generated controls.
In very small installations it may
not be possible to segregate duties,
and alternate or compensating con
trols must be instituted. In such
cases, user departments must
assume responsibility for controlling
input and output.
Deliberate attempts to use dataprocessing equipment to perpetrate
fraud are sometimes difficult to con
trol. A knowledgeable, intelligent
operator could manipulate data in a
manner that could overcome the pro
gram controls when that individual
is familiar with the computer system
and its supporting software, has a
24/The Woman CPA, January, 1982

detailed knowledge of the programs
and files, and has adequate un
supervised time at the computer. At
the same time, a good programmer
with access to the computer and
knowledge of the files has a similar
opportunity. Collusion between an
operator and a programmer could
increase the possibilities of detailed
knowledge of program and access
to the computer. Installation man
agement, therefore, must continually
guard against such possibilities.
To make unauthorized changes,
an individual must have access to
the data or programs. To prevent
these changes, there should be
physical and/or computer-based
controls over equipment, transaction
files, master files, programs and re
lated documentation. If possible,
these files should be maintained in a
computer file library under the con
trol of a librarian independent of
computer operations and program
ming. Weaknesses here may be
mitigated by effective input and out
put controls, effective use of internal
and external file labels, and process
ing duplicate control copies of
programs on a surprise basis.

Proper division of responsibilities
means dividing duties among the
available personnel in order to
minimize opportunities for manipu
lation of the system. At a minimum
there should be a separation of the
responsibilities for systems develop
ment (including the systems design
and programming functions) and
operational activities. This separa
tion between systems development
and operations lessens the
possibility that necessary controls
within programs or procedures will
be eliminated or bypassed by the
operators and insures, on the other
hand, that the incentive for systems
development personnel to incorpo
rate personally advantageous
routines will be minimized. The
temptation to program the computer
to calculate a particular payroll
check differently from others or to
post a particular customer account
differently from others is less if the
programmer does not have access
to the operational data and realizes
that another will see the reports.
Wherever possible, systems
design and programming also
should be separated to avoid undue
concentration in one person or
group. Similarly, within the opera
tions function there should be a sep
aration between the library function
that retains physical control and bal
ancing function. Access to the com
puter and related library areas
should be limited to authorized per
sonnel. Once written, object pro
grams should be accessible only to
the operations personnel. At the
same time, operations personnel
should have only limited, controlled
access to program source copies.
A continuing effort should be
made to insure that the users of
data-processing reports continually
verify their accuracy and usefulness,
that the control of physical assets be
maintained separately from the
recordkeeping process, and that,
wherever possible, responsibilities
within the data-processing depart
ment be segregated in such a way as
to minimize the opportunities for
fraudulent manipulation.Ω
1The Auditor's Study and Evaluation of In
ternal Control in EDP Systems, (New York:
American Institute of Certified Public Ac
countants, 1977), pp. 26-30.
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EDITOR’S NOTE: As stated in the
previous column, it was the purpose
of this summary to make Jakowez’
book Prices in a Planned Economy
accessible to an audience which
does not speak Russian or German.
The author of this column refrained
from criticizing Jakowez, his ideas
or his ideology, as much as possible.
She apologizes for those instances
when her self-imposed control
slipped and her capitalistic bias
showed.
She hopes that this summary,
besides helping researchers, will
make readers aware of the powerful
role prices play in a planned econo
my and of the complicated problems
a socialist government must solve
because it wants to regulate the
behavior of prices.

In the next section Jakowez dis
cusses methods of setting standard
profits for groups and lines of prod
ucts. He advocates that profits be
lowered for superseded goods to
discourage their production and be
increased for new goods to en
courage their production. Since it
would be difficult to sell new prod
ucts at prices set to cover their high
start-up costs and high profits, their
prices should be lowered and the
difference should be made up by
subsidies from industry funds cre
ated for that purpose.
For goods in normal production he
discusses the advantages and dis
advantages of setting profitability as
a percentage of various bases, such
as the sum of all costs and expenses,
the sum of all processing costs and
expenses, manufacturing costs only,
direct costs only, etc. He favors
using processing costs because
they are easy to compute and ap
parently keep down total costs and
expenses.
Jakowez then examines the prob
lems associated with setting prof
itability rates based on the financial
statements of individual firms. In an
interesting table (p. 177) he shows
the results of a statistical survey of
the profitability of 23,000 firms in
1969. Net income as a percentage of
the production fund was negative for
11.7 percent of the firms and 10 per
cent or less for another 17.8 percent
of them. In other words, almost a
third of the firms surveyed made little
or no profits, and this condition
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obtained after the substantial in
creases in industrial prices in 1967.
He then poses the question of what
firms should be used to set the rates
of profitability which will determine
prices: those with the lowest costs,
those with the highest costs, or those
with average costs. He decides that
the firms with high costs should not
serve as the norm because that
would destroy the incentive for all
firms to operate at lower costs and
would perpetuate unprofitable firms.
He also decides against using firms
with low costs as the norm, because
that would make most firms
unprofitable. Not surprisingly, he
opts for the firms with average costs.
This decision means that some
firms will operate with abnormally
high profits. Jakowez suggests that
they be subjected to either flat or
progressive payments (shades of a
progressive income tax?) to the
state.
Under this system other firms will,
of course, operate at a loss. For them
the state must decide whether their
production is so important that they
should continue to operate. Since a
portion of the profits is used to pay
bonuses to workers in socialist
countries, a way must be found to
make these firms profitable, other
wise nobody will work for them.

To solve this problem Jakowez de
scribes with approval a “transfer
price” used in some economic sec
tors, such as the coal and cement in
dustries. Here the sales price of one
firm does not equal the purchase
price of the other. Instead, the sales
price, i.e. the transfer price, is higher
than the purchase price with the
difference made up from a state
fund. This is easy to do since there is
only one bank in the Soviet Union.
The main disadvantage of the
transfer price system, according to
Jakowez, is that firms with high
costs have little or no incentive to
reduce costs and a lot of incentive to
increase production, thereby in
creasing their profits and the state’s
subsidies. To prevent such behavior
Jakowez advocates that the costs
used for the determination of
transfer prices include only costs
due to factors beyond the firm’s con
trol, such as geographic location,
and that production in excess of
planned production be sold at regu
lar prices expect in cases of such
shortages that production at any
price is encouraged. (p. 181)
Jakowez concludes this chapter
with a discussion of the turnover tax,
since it is an essential part of in
dustrial prices. With a table (p. 183)
he shows that the total turnover tax

collected by the state increased from
31.3 to 55.6 billion rubles from 1960
to 1972, while the ratio of the turn
over tax to prices in all industries
declined from 15.9 percent to 12.9
percent over the same period. The
ratio of the turnover tax to net in
come for all industries also declined
from 63 percent to 49 percent during
this period.
An interesting fact shown by the
table is that the state’s total receipts
for this period went from 65.2 to
149.9 billion rubles. The turnover tax
is therefore a substantial part of the
state’s income. Approximately one
fifth of the tax is collected from the
heavy industrial sector of the econo
my, while four-fifths are collected on
sales of consumer goods, including
food. The biggest contributors to the
tax take are alcoholic beverages,
textiles, and candy.
Examining the effect of the turn
over tax on the price level and on
price movements, Jakowez finds that
the turnover tax contained in retail
prices was large enough to absorb
the past increases in industrial
prices, thereby contributing signifi
cantly to stable consumer prices. He
advocates that the turnover tax be
used in the same way in the future
and that it be used selectively to
directly influence consumer prices,
sales, and production.

The Influence of Scientific
and Technical Progress on
Price Movements
Jakowez starts the chapter by list
ing seven ways in which the scien
tific-technical revolution affects the
price level and the relationship be
tween costs and prices: (1) increas
ing research and development ex
penditures; (2) introduction of new
goods and services; (3) higher
quality goods demanded by
customers; (4) development of sub
stitutes for old products and serv
ices; (5) creation of by-products,
joint and complementary products
from the same raw material; (6) com
petition across international borders
on the basis of more sophisticated
technology and higher quality; and
(7) raised expectations concerning
better working condition, more lux
uries, and a better environment.
These conditions increase costs
and challenge planners. They must
set prices in such a way that pro
ducers stay interested in exploiting

scientific and technological
progress while the consumer price
level remains stable.
Jakowez then analyzes ways of
pricing new products and of using
the price mechanism to ease the
transition from old to new products.
He describes the following methods:
1. For new products a maximum
price is set at 80 percent of the price
of the product it replaces. This max
imum price motivates producers to
reduce manufacturing costs, in
duces customers to buy the new
product, and lowers the price level.
2. The transition to the production
of new goods is usually accom
panied by additional costs for the
start-up of new operations and for
the temporary decrease in pro
duction. If prices are set to cover
these costs, they will be too high,
especially in relationship to prices of
similar goods. But if prices are set
below costs, the manufacturers are
not interested in developing and pro
ducing new goods. In these situa
tions the manufacturers are reim
bursed for their additional costs out
of special funds created from con
tributions by firms in the industry.
The special costs of new products
are therefore shared among the firms
in an industry. Due to these funds the
transition to new products is eased
and new products can be sold at
lower and more stable prices.
3. For substitutes of presently
manufactured products wholesale
prices are set so that the benefit of
the new technology is shared be
tween the producers and the buyers.
For this purpose upper and lower
limits are set for the price. The upper
limit guarantees that the buyer gets
the same benefit from the new prod
ucts as from the old ones; the lower
limit makes the same guaranty to the
producer.
4. When a new product completes
or extends a product line, its price is
set to correspond to its place in the
product line.
5. Step-by-step decreases in
prices are set for new products
whose costs are expected to decline
as production increases. This
method differs from a gradual price
reduction, because the size and tim
ing of the decreases are planned in
advance. The manufacturer therefore
knows when future price reductions
take place and can prepare for them
by looking for ways to lower costs.

6. Prices for out-dated or super
seded products can be lowered in
several ways. Lower prices or dis
counts will discourage production
through the reduction of profits and
encourage buyers to purchase the
remaining goods, whereas a flat pay
ment to the state by the producer will
discourage production, while keep
ing the sale price stable.
7. Relative prices for substitutable
products should be used to move
consumption and production in the
desired direction. This might mean
that items are favored because they
are more efficiently produced, or
are manufactured at a lower cost, or
are made from more plentiful raw
materials.
8. To differentiate levels of
quality, the state can certify the
quality of some products. Products
with this official stamp can then be
sold at a mark-up, or products with
out it must be sold at a discount. In
either case the manufacturer’s prof
its are affected and the production of
higher quality goods is encouraged.
9. Mark-ups and mark-downs can
be used whenever existing prices
are inappropriate. Mark-ups can, for
instance, be used when regularly
produced equipment is adapted for a
cutomer’s special needs. The
amount of the mark-up in this case
should cover the producer’s addi
tional costs. Mark-downs can be
used for out-dated products or items
below standard, (pp. 199-211)
Jakowez ends the chapter by
analyzing the problems of setting
retail prices for new and/or better
consumer goods without changing
the price level. He advocates that
such goods be priced so as to fit into
the existing price structure for com
parable goods. For totally new
goods he suggests that appropriate
variables be used in the pricing deci
sion, such as the probable demand
for the goods, the income level of the
potential customers, or special at
tributes of the goods. If all else fails,
relative prices for similar goods in
foreign countries (even capitalistic
countires?) may be used. (p. 221)

The Role of Supply and
Demand in Price Formation
Jakowez starts this chapter with a
discussion of the equilibrium price,
i.e. the price at which supply equals
demand. He ridicules the arguments
presented by Soviet economists
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since the 1920s in support of
equilibrium prices at the retail level.
He quotes some of them who go so
far as to suggest that the employees
of state-owned retail stores set the
prices for the goods they sell, and
that relatively more investments
should be made in highly profitable
products, (pp. 229-230) (Have those
people been to Bloomingdale’s?)
His sympathies are clearly on the
other side. He starts with a quotation
from Marx that “absolutely nothing
can be explained by the relationship
between demand and supply, until
the basis has been developed on
which this relationship takes place.”
(p. 227) (Translator’s note: The Ger
man version is, again, as murky as
the English one.)
He then argues that “value is the
decisive factor which determines the
level and movement of prices,” (p.
227) and that the free play between
demand and supply must result in
changing and increasing prices, a
condition that runs counter to the
state’s expressed policy of maintain
ing a stable price level and decreas
ing prices. (p. 231)
But his main argument is that eco
nomic planning becomes impossible
if demand and supply can determine
prices — and through them quan
tities produced and investments —
for any segment of the economy. He
ends all arguments with the state
ment that “the socialist state can
give up neither the planned manage
ment of the economy nor the central
determination of prices.” (p. 231)
He admits, however, that demand
and supply have a role to play in
long-term price planning, especially
for consumer goods and services.
The main problem at this level is to
keep retail prices stable while clos
ing the growing gap between the
money income of the population and
the supply of consumer goods and
services. He underlines the impor
tance of this problem by quoting
from the Report of Central Commit
tee of the Communist Party to the
24th Party Congress (a message
similar, in some respects, to the
President’s State of the Union
Report) in 1971: “The great and com
plex task of satisfying the market
with consumer goods must be
achieved while retail prices remain
stable or, whenever economic condi
tions warrant it, decrease for some
goods.” (p. 233)
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Jakowez then suggests four ways
to reach this goal:
1. The production of goods and
services must increase faster than
the money income of the population.
He admits that in the medium run the
gap will increase, since the FiveYear Plan for 1971-1975 predicts in
creases in the money income of the
population of 78 billion rubles, while
retail sales of goods and services are
planned to increase by only 72
billion rubles, (p. 234)
2. The output of the economic
sectors producing consumer goods
and services must be structurally
changed to accommodate changes
in consumer demand. He mentions
that total demand for agricultural
products has decreased, even
though the demand for some items
like meat, eggs, fresh fruit and
vegetables, has increased, and that
demand for non-agricultural prod
ucts, especially major appliances,
and for services has increased.
Among the services increasingly in
demand are repairs and mainte
nance of cars, dry cleaning, public
swimming pools, made-to-order
clothing, and most of all services for
tourists.
3. The ever changing demands of
the population must be incorporated
into long-term planning so that the
goods and services offered meet the
needs and desires of the people. If
this is done, build-ups in inventories,
such as occurred between 1961 and
1972 when inventories increased
from 24.5 to 49.7 billion rubles,
amounting at the end of 1972 to 28
percent of 1972 retail sales, can be
prevented.
4. Decisions to increase the
money income of the population
must also consider the resulting in
creases in consumer demand and
the effect of higher wages on costs
and expenses, so that action can be
taken in time to prevent increases in
the consumer price level.
For the remainder of the chapter
Jakowez suggests ways in which
differences between supply and de
mand for consumer goods can be
resolved in the short run. His solu
tions are temporary price decreases
to reduce inventories. He proves his
point by citing inventories of radios
which increased from 147 million
rubles (67 days’ sales) in 1960 to
1,310 million rubles (137 days’ sales)

in 1970. By lowering prices these in
ventories were reduced to 1,032
million rubles (100 days’ sales) by
1972. He cautions at the same time
that the effects of price reductions
on other factors, such as consumer
expectations, imports, and govern
ment receipts, must be considered.

Summary
Jakowez ends his book by draw
ing the following conclusions:
1. In a developed socialist society
the role of prices in economic plan
ning is becoming more important.
2. Price increases are not ab
solutely necessary and unavoidable.
On the contrary, the natural move
ment of prices is a decrease to
reflect the decreasing share of labor
in the value of goods and services
due to scientific and technical
progress.
3. In the short and medium run
pricing policy must try to decrease
industrial prices gradually and and
to stabilize wholesale and retail
prices.
4. Price movements are mainly
caused by changes in production
costs. To decrease industrial prices
and stabilize wholesale and retail
prices, tendencies towards higher
manufacturing and transportation
costs must be offset by increases in
labor productivity, more efficient
materials usage, and scientific and
technical progress.
5. The level and movement of
prices are affected by levels of prof
itability, by the methods of comput
ing profits and turnover taxes and in
corporating them into prices, and by
the ways profits are distributed.
6. A major purpose in planning
prices must be the encouragement of
scientific-technical progress.
7. Supply and demand do not
affect the level and movement of
planned prices in a socialist econo
my. The shortages of some industrial
and consumer goods cannot be
eliminated through price increases
but through planned changes in pro
duction. In the long run decreases in
retail prices should be used more ac
tively as a method of raising the
standard of living of the people.
8. The level of long-term planning
and predicting of the price system
must be improved and become an in
tegral part of economic planning in
all its aspects.
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Preservation
Tax Incentives
New Investment Opportunities
Under the Economic Recovery Tax Act of 1981
A series of conferences ex
plaining the new historic
rehabilitation tax incentives in the
1981 Economic Recovery Tax Act
will be held in seven cities in 1982.
The conferences, cosponsored by
the National Trust for Historic
Preservation, the National Park
Service, U.S. Department of the In
terior, and the National Con
ference of State Historic Preserva
tion Officers are for anyone in
terested in the rehabilitation of
historic buildings and the profit
potential of such investments.
Property owners, developers,
attorneys, architects and tax
accountants as well as state and
local preservation officials are in
vited to attend the one and a half
day conference. Sessions will
show potential investors how to
use the new 25% investment tax
credit, new depreciation
schedules and recapture rules
that are designed to make for
profitable returns on the rehabili
tation of historic buildings.
Topics to be covered in the ses
sions will include a detailed explanation of the historic
rehabilitation provisions and a
comparison of the new provisions
with previous tax legislation.
Case studies will be used to show
how to use the new tax credits.
There will also be an explanation
of the new procedures for placing
buildings on the National Register
of Historic Places to qualify for the
incentives.
A special feature of the con

9. The planned management of
price movements makes new de
mands of economic sciences,
especially the science of planned
price formation, and requires more
research.
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ferences will be the staff of in
structors. Staff from the National
Park Service will be on hand to
explain the process of qualifying
a building and its rehabilitation
for the new tax incentives. The
National Park Service is the
federal agency responsible for
both listings on the National
Register of Historic Places and
the tax certification of building
rehabilitation projects. Tax ex
perts and developers experienced
in the rehabilitation of historic
buildings will also be at each
conference.
The conferences will be held in
San Antonio, Boston, San Fran
cisco, Los Angeles, Atlanta, New
York, and Chicago. A complete
list of dates and locations ap
pears below.
The registration fee for each
conference is $100 for members of
the National Trust. A special $75
fee is available to representatives
of public agencies, as well as staff
and board members of private,
nonprofit organizations. The fee
for non-members is $150 and in
cludes a one year membership in
the National Trust. Students may
register for $25. Conference
registrants will receive printed
materials on the incentives and
will be placed on a list to receive
additional information on historic
preservation tax regulations
and legislation as it becomes
available.
Registration for any of the con
ferences can be made by writing:

Jakowez ends on a patriotic note
(p. 246) by suggesting that scientists
must work to “develop the economic
sciences and to strengthen the
scientific foundations and effective
ness of the price system in a planned
economy.”

Education Services/Tax Con
ference, National Trust for
Historic Preservation, 1785 Mas
sachussetts Ave., N.W., Washing
ton, D.C. 20036.
The National Trust for Historic
Preservation is a private, non
profit membership organization
dedicated to the protection and
continued use of the significant
buildings, districts, sites, and ob
jects that form the cultural
heritage of all Americans.
Through demonstration projects,
grants and loans, management of
historic properties, publications,
education programs, con
ferences, and technical assist
ance, the National Trust works to
encourage the participation of all
segments of American society in
the preservation of this heritage.
Chartered by Congress in 1949,
the National Trust is supported by
the public through individual, cor
porate and organizational mem
berships, foundation grants, tax
deductible contributions, and
matching grants from the U.S.
Department of the Interior and
other federal agencies.

Schedule for
Tax Conferences
San Antonio, January, 18-19,1982
Boston, February 1-2, 1982
San Francisco, February 15-16,
1982
Los Angeles, February 19-20,1982
Atlanta, March 1-2, 1982
New York City, March 8-9, 1982
Chicago, March 22-23, 1982

The October issue has the following print
ing error:
Page 31 reads: as much as 15 percent. (p.
50)
Should read: as much as 152 percent. (p.
50)

Optimal use of the marital deduc
tion aims at minimizing the com
bined estate tax costs in the estates
of the first to die and of the surviving
spouse. The resulting savings will
normally inure to the benefit of the
parties’ objects of bounty, e.g.,
children and grandchildren, but
occasionally to others.
This article undertakes to provide
general decision rules for determin
ing the optimal use of the estate tax
marital deduction in certain basic
fact patterns which the estate plan
ner will encounter in practice in view
of the 1981 Tax Act.
It must be recognized that the
optimal use of the marital deduction
cannot be completely reduced to
precise rules. Any general rule of
thumb is necessarily subject to
modification based on such factors
as financial need, propensity to con
sume or conserve the earning power
of the survivor, the probability of
remarriage of the survivor, the age
and health of the parties, as well as
their personal relationships.

Three Traditional Approaches
to the Marital Deduction
As we will see below, the optimal
use of the marital deduction may
lead to an approach which differs
from the following three conven
tional approaches:
a) Estate Equalization: Leave an
amount to the spouse which will
equalize the estates so as to equal
ize the marginal tax rates. This rule
is now irrelevant with the new
unlimited marital deduction, since, if
used, only the survivor’s estate is
subject to tax.
b) Maximize the Marital Deduc
tion: Leave the spouse the Adjusted
Gross Estate (AGE). This approach
is more rational than ever since
marginal estate tax rates are only
mildly progressive (the rate can vary
only from 37 to 50 percent after
1986).
c) Unified Credit Maximization:
Leave the spouse an amount needed
for the first estate to utilize the
unified credit fully. With the tax-free
amount being increased to $600,000
by 1987 more care should be taken
to ensure the use of the credit.

The New Marital Deduction
As every estate planner knows, a
marital deduction is allowed of up to
the adjusted gross estate for proper

Tax
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ty “passing” to the surviving spouse,
which is not a “terminable” interest,
and which is includable in the estate
of the first to die (IRC 2056(a)). The
minimum interest required in the sur
viving spouse is a life estate coupled
with a general power of appointment
(IRC 2056 (b) (5)) except for
“qualified terminable interest prop
erty.” The latter is property in which
the surviving spouse only has a life
estate, but which the executor by
election may qualify for the marital
deduction by making it includable in
the estate of the surviving spouse
(IRC 2056 (b) (7)).

Assumptions Made
In order to construct specific deci
sion rules (which may then be
adapted to the unique circum
stances at hand), it is necessary to
decide on the assumptions under
lying the rules. The following as
sumptions are made here for con
venience:
1. The first spouse to die, dies
after 1986.
2. The surviving spouse does not
remarry.
3.
The couple has descendants.
4. No charitable contributions are
made.
5. State inheritance and/or estate
tax consequences are ignored.
6. Property values remain con
stant.

When First to Die
Owns All Assets
The easiest fact pattern to work
with is when the first spouse to die

Guest Author:
Rolf Auster

has all the assets and the surviving
spouse has none up to that point.
If we call the Adjusted Gross Es
tates of the first to die and the sur
vivor AGE1 and AGE2 respectively,
the following rules emerge:
I. If AGE1
$600,000 no marital
≤
deduction is needed
Since $600,000 is the exemption
equivalent of the unified credit of
$192,800, no estate tax will be due in
the estates of either spouse, whether
or not the surviving spouse inherits.
Of course, the needs of the survivor
may still dictate a bequest of all or
part of the preceding estate.

Example:
H has an AGE of $600,000. He is 70
and W is 50. H thinks W may remarry
and would like to .ensure that his
assets will go to his only child in full
rather than be shared with W’s po
tential second husband. H can set up
a testamentary trust to pay W the in
come until death or remarriage, re
mainder to his child. The bequest to
W will not qualify for the marital
deduction, being terminable, but due
to the unified credit no estate tax will
be due in H’s estate. Furthermore,
there will be no tax due on the ter
mination of the trust by W’s death or
remarriage.
II. If AGE1 > $600,000, the marital
deduction should be AGE1 $600,000.

Utilizing the full credit in the first
estate will not only reduce the estate
tax to zero in the first estate but
The Woman CPA, January, 1982/31
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will minimize the estate tax in both
estates.

Examples:
H owns $1,000,000. As long as he
leaves W at least $400,000, there will
not be any tax due in his estate.
However, if he leaves W more than
$600,000, her unified credit will not
cover the bequest, assuming she still
has it. W may, of course, receive a
life estate and special powers of ap
pointment (such as a power to in
vade corpus subject to an ascer
tainable standard), in the property
ultimately going to her descendants.
H should consider a lifetime gift of at
least $400,000 in case W dies first, in
which case she can pass her share
tax-free to children and grand
children.
b) H owns $1,500,000. His will sets
up two trusts, the marital deduction
trust (the “A” trust) and the family
trust (the “B” trust). $600,000 goes
into the B trust in which W is the life
tenant and their children the remain
dermen. The property in the B trust
does not qualify for the marital
deduction, but passes to the children
tax free because of the unified credit.
The rest, or $900,000 less expenses
goes to the “A” trust which qualifies
for the marital deduction by giving W
a life estate plus a general power of
appointment. In addition W should
have powers to invade corpus of the
A trust only, so that any withdrawals
of principal are made from property
included in W’s estate. If the value of
the A trust is no more than $600,000
at W’s death, no estate tax is due on
W’s death either.

When First to Die
Owns More than Survivor
The second type of fact pattern is
one where AGE1 > AGE2, with
AGE2 greater than zero without a
marital bequest from AGE1, i.e., both
spouses own property, but the first to
die owns more.
III. If AGE1 + AGE2
$600,000
≤
no estate tax is possible,
regardless of the amount left to
the surviving spouse.

the full unified credit should be
utilized in the first estate.
(Similar to II. above)

Example:
H owns $800,000, W owns $300,000.
The unified credit will cover the first
$600,000 in H’s estate. Thus H should
not leave her more than $800,000
less $600,000 or $200,000. He may, of
course, give her the income and
special powers of appointment over
the property he passes directly to the
younger generations. Even when H’s
estate fully utilizes the unified credit
W’s estate will be subject to estate
tax.

When First to Die
Owns Less Than Survivor
V. If AGE1
$600,000 no marital
≤
deduction is needed.
IV. If AGE1 > $600,000 a marital
deduction of AGE1 - $600,000
will reduce the estate tax in the
first estate to zero, but will in
crease the combined tax.
Since the maximum rate is only 50
percent, however, the deferral will
invariably be advantageous, due to
the time value of money.

Concluding Observations
1. The above decision rules may be
modified based on such factors as
financial need, propensity to con
sume, earning power of the survivor,
probability of remarriage, the
respective health of the parties, etc.
2. Because the marital bequest is
not elective by the executor (except
for “qualified terminable interest
property”), but is made by will, the
decision should be reviewed peri
odically, particularly when there are
changes in circumstances or tax
laws.Ω

Example:
W owns $400,000, H $200,000. W’s
estate does not need the marital Rolf Auster, CPA, Ph.D., J.D., LL.M.,
deduction, since the unified credit is a professor in the accounting
absorbs any tentative tax. She must department of the School of Busi
nevertheless make the decision of ness and Organizational Sciences at
leaving her property to H or directly Florida International University. He is
to her children or grandchildren.
a prolific contributor to business
IV.
If AGE1 + AGE2 > $600,000journals.
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